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loss. However, if in the year of discov-
ery there exists a claim for reimburse-
ment with respect to which there is a
reasonable prospect of recovery, see
paragraph (d) of § 1.165–1.

(3) The same theft loss shall not be
taken into account both in computing
a tax under chapter 1, relating to the
income tax, or chapter 2, relating to
additional income taxes, of the Inter-
nal Revenue Code of 1939 and in com-
puting the income tax under the Inter-
nal Revenue Code of 1954. See section
7852(c), relating to items not to be
twice deducted from income.

(b) Loss sustained by an estate. A theft
loss of property not connected with a
trade or business and not incurred in
any transaction entered into for profit
which is discovered during the settle-
ment of an estate, even though the
theft actually occurred during a tax-
able year of the decedent, shall be al-
lowed as a deduction under sections
165(a) and 641(b) in computing the tax-
able income of the estate if the loss has
not been allowed under section 2054 in
computing the taxable estate of the de-
cedent and if the statement has been
filed in accordance with § 1.642(g)–1. See
section 165(c)(3). For purposes of deter-
mining the year of deduction, see para-
graph (a)(2) of this section.

(c) Amount deductible. The amount de-
ductible under this section in respect
of a theft loss shall be determined con-
sistently with the manner prescribed in
§ 1.165–7 for determining the amount of
casualty loss allowable as a deduction
under section 165(a). In applying the
provisions of paragraph (b) of § 1.165–7
for this purpose, the fair market value
of the property immediately after the
theft shall be considered to be zero. In
the case of a loss sustained after De-
cember 31, 1963, in a taxable year end-
ing after such date, in respect of prop-
erty not used in a trade or business or
for income producing purposes, the
amount deductible shall be limited to
that portion of the loss which is in ex-
cess of $100. For rules applicable in ap-
plying the $100 limitation, see para-
graph (b)(4) of § 1.165–7. For other rules
relating to the treatment of deductible
theft losses, see § 1.1231–1, relating to
the involuntary conversion of property.

(d) Definition. For purposes of this
section the term ‘‘theft’’ shall be

deemed to include, but shall not nec-
essarily be limited to, larceny, embez-
zlement, and robbery.

(e) Application to inventories. This sec-
tion does not apply to a theft loss re-
flected in the inventories of the tax-
payer. For provisions relating to inven-
tories, see section 471 and the regula-
tions thereunder.

(f) Example. The application of this
section may be illustrated by the fol-
lowing example:

Example. In 1955 B, who makes her return
on the basis of the calendar year, purchases
for personal use a diamond brooch costing
$4,000. On November 30, 1961, at which time it
has a fair market value of $3,500, the brooch
is stolen; but B does not discover the loss
until January 1962. The brooch was fully in-
sured against theft. A controversy develops
with the insurance company over its liabil-
ity in respect of the loss. However, in 1962, B
has a reasonable prospect of recovery of the
fair market value of the brooch from the in-
surance company. The controversy is settled
in March 1963, at which time B receives $2,000
in insurance proceeds to cover the loss from
theft. No deduction for the loss is allowable
for 1961 or 1962; but the amount of the deduc-
tion allowable under section 165(a) for the
taxable year 1963 is $1,500, computed as fol-
lows:
Value of property immediately before theft ............. $3,500
Less: Value of property immediately after the theft 0

Balance .................................................................... 3,500

Loss to be taken into account for purposes of sec-
tion 165(a): ($3,500 but not to exceed adjusted
basis of $4,000 at time of theft) ........................... $3,500

Less: Insurance received in 1963 ........................... 2,000

Deduction allowable for 1963 .................................. 1,500

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6786, 29 FR 18502, Dec. 29,
1964]

§ 1.165–9 Sale of residential property.
(a) Losses not allowed. A loss sus-

tained on the sale of residential prop-
erty purchased or constructed by the
taxpayer for use as his personal resi-
dence and so used by him up to the
time of the sale is not deductible under
section 165(a).

(b) Property converted from personal
use. (1) If property purchased or con-
structed by the taxpayer for use as his
personal residence is, prior to its sale,
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rented or otherwise appropriated to in-
come-producing purposes and is used
for such purposes up to the time of its
sale, a loss sustained on the sale of the
property shall be allowed as a deduc-
tion under section 165(a).

(2) The loss allowed under this para-
graph upon the sale of the property
shall be the excess of the adjusted basis
prescribed in § 1.1011–1 for determining
loss over the amount realized from the
sale. For this purpose, the adjusted
basis for determining loss shall be the
lesser of either of the following
amounts, adjusted as prescribed in
§ 1.1011–1 for the period subsequent to
the conversion of the property to in-
come-producing purposes:

(i) The fair market value of the prop-
erty at the time of conversion, or

(ii) The adjusted basis for loss, at the
time of conversion, determined under
§ 1.1011–1 but without reference to the
fair market value.

(3) For rules relating to casualty
losses of property converted from per-
sonal use, see paragraph (a)(5) of § 1.165–
7. To determine the basis for deprecia-
tion in the case of such property, see
§ 1.167(g)–1. For limitations on the loss
from the sale of a capital asset, see
paragraph (c)(3) of § 1.165–1.

(c) Examples. The application of para-
graph (b) of this section may be illus-
trated by the following examples:

Example (1). Residential property is pur-
chased by the taxpayer in 1943 for use as his
personal residence at a cost of $25,000, of
which $15,000 is allocable to the building. The
taxpayer uses the property as his personal
residence until January 1, 1952, at which
time its fair market value is $22,000, of which
$12,000 is allocable to the building. The tax-
payer rents the property from January 1,
1952, until January 1, 1955, at which time it
is sold for $16,000. On January 1, 1952, the
building has an estimated useful life of 20
years. It is assumed that the building has no
estimated salvage value and that there are
no adjustments in respect of basis other than
depreciation, which is computed on the
straight-line method. The loss to be taken
into account for purposes of section 165(a) for
the taxable year 1955 is $4,200, computed as
follows:
Basis of property at time of conversion for pur-

poses of this section (that is, the lesser of
$25,000 cost or $22,000 fair market value) ......... $22,000

Less: Depreciation allowable from January 1,
1952, to January 1, 1955 (3 years at 5 percent
based on $12,000, the value of the building at
time of conversion, as prescribed by § 1.167(g)–
1) .......................................................................... 1,800

Adjusted basis prescribed in § 1.1011–1 for deter-
mining loss on sale of the property ..................... 20,200

Less: Amount realized on sale ................................ 16,000

Loss to be taken into account for purposes of sec-
tion 165(a) ............................................................ 4,200

In this example the value of the building at
the time of conversion is used as the basis
for computing depreciation. See example (2)
of this paragraph wherein the adjusted basis
of the building is required to be used for such
purpose.

Example (2). Residential property is pur-
chased by the taxpayer in 1940 for use as his
personal residence at a cost of $23,000, of
which $10,000 is allocable to the building. The
taxpayer uses the property as his personal
residence until January 1, 1953, at which
time its fair market value is $20,000, of which
$12,000 is allocable to the building. The tax-
payer rents the property from January 1,
1953, until January 1, 1957, at which time it
is sold for $17,000. On January 1, 1953, the
building has an estimated useful life of 20
years. It is assumed that the building has no
estimated salvage value and that there are
no adjustments in respect of basis other than
depreciation, which is computed on the
straight-line method. The loss to be taken
into account for purposes of section 165(a) for
the taxable year 1957 is $1,000, computed as
follows:
Basis of property at time of conversion for pur-

poses of this section (that is, the lesser of
$23,000 cost or $20,000 fair market value) ......... $20,000

Less: Depreciation allowable from January 1,
1953, to January 1, 1957 (4 years at 5 percent
based on $10,000, the cost of the building, as
prescribed by § 1.167(g)–1 .................................. 2,000

Adjusted basis prescribed in § 1.1011–1 for deter-
mining loss on sale of the property ..................... $18,000

Less: Amount realized on sale ................................ 17,000

Loss to be taken into account for purposes of sec-
tion 165(a) ............................................................ 1,000

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6712, 29 FR 3652, Mar. 24,
1964]

§ 1.165–10 Wagering losses.
Losses sustained during the taxable

year on wagering transactions shall be
allowed as a deduction but only to the
extent of the gains during the taxable
year from such transactions. In the
case of a husband and wife making a
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